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a=1 (coefficient of X2) 
b=¥2,300,000 (coefficient of X) 
c=2×1011 (remaining element of equation)

Therefore, X equals either 90,519 or 
(2.21×1011). for purposes of computing excess 
related person indebtedness, X is the lowest 
positive amount derived from this equation, 
which is 90,519. 

Steps 5 and 6 are unchanged from Example 
1, except that the total amount of interest 
on excess related party indebtedness is 
$9,051.

[T.D. 8228, 53 FR 35495, Sept. 14, 1988]

§ 1.861–13T Transition rules for inter-
est expenses (temporary regula-
tions). 

(a) In general—(1) Optional applica-
tion. The rules of this section may be 
applied at the choice of a corporate 
taxpayer. In the case of an affiliated 
group, however, the choice must be 
made on a consistent basis for all mem-
bers. Therefore, a corporate taxpayer 
(or affiliated group) may allocate and 
apportion its interest expense entirely 
on the basis of the rules contained in 
§§ 1.861–8T through 1.861–12T and with-
out regard to the rules of this section. 
The choice is made on an annual basis 
and, thus, is not binding with respect 
to subsequent tax years. 

(2) Transition relief. This section con-
tains transitional rules that limit the 
application of the rules for allocating 
and apportioning interest expense of 
corporate taxpayers contained in 
§§ 1.861–8T through 1.861–12T, which are 
applicable in allocating and appor-
tioning the interest expense of cor-
porate taxpayers generally for taxable 
years beginning after 1986. Sections 
1.861–9(d) (relating to individuals, es-
tates, and certain trusts) and 1.861–9(e) 
(relating to partnerships) are effective 
for taxable years beginning after 1986. 
Thus, the taxpayers to whom those sec-
tions apply do not qualify for transi-
tion relief under this section. 

(3) Indebtedness defined. For purposes 
of this section, the term ‘‘indebted-
ness’’ means any obligation or other 

evidence of indebtedness that 
qenerates an expense that constitutes 
interest expense within the meaning of 
§ 1.861–9T(a). In the case of an obliga-
tion that does not bear interest ini-
tially, but becomes interest bearing 
with the lapse of time or upon the oc-
currence of an event, such obligation 
shall only be considered to constitute 
indebtedness when it first bears inter-
est. Obligations that are outstanding 
as of November 16, 1985 shal1 only qual-
ify for transition relief under this sec-
tion if they bear interest-bearing as of 
that date. For this purpose, any obliga-
tion that has original issue discount 
within the meaning of section 1273(a)(1) 
of the Code shall be considered to be in-
terest-bearing. 

(4) Exceptions. The term ‘‘indebted-
ness’’ shall not include any obligation 
existing between affiliated corpora-
tions, as defined in § 1.861–llT(d). More-
over, the term ‘‘indebtedness’’ shall 
not include any obligation the interest 
on which is directly allocable under 
§§ 1.861–10T(b) and 1.861–10T(c). Under 
§ 1.861–9T(b)(6)(iv)(B), certain interest 
expense is directly allocated to the 
gain derived from an appropriately 
identified financial product. When in-
terest expense on a liability is reduced 
by such gain, the principal amount of 
such liability shall be reduced pro rata 
by the relative amount of interest ex-
pense that is directly allocated. 

(b) General phase-in—(1) In general. In 
the case of each of the first three tax-
able years of the taxpayer beginning 
after December 31, 1986, the rules of 
§§ 1.861–8T through 1.861–12T shall not 
apply to interest expenses paid or ac-
crued by the taxpayer during the tax-
able year with respect to an aggregate 
amount of indebtedness which does not 
exceed the general phase-in amount, as 
defined in paragraph (b)(2) of this sec-
tion. 

(2) General phase-in amount defined. 
Subject to the limitation imposed by 
paragraph (b)(3) of this section, the 
general phase-in amount means the 
amount which is the applicable per-
centage (determined under the fol-
lowing table) of the aggregate amount 
of indebtedness of the taxpayer out-
standing on November 16, 1985:
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Taxable year beginning after De-
cember 31, 1986

Percent-
age 

First ............................................ 75
Second ......................................... 50
Third ........................................... 25

(3) Reductions in indebtedness. The 
general phase-in amount shall not ex-
ceed the taxpayer’s historic lowest 
month-end debt level taking into ac-
count all months after October 1985. 
However, for the taxable year ln which 
a taxpayer attains a new historic low-
est month-end debt level (but not for 
subsequent taxable years), the general 
phase-in amount shall not exceed the 
average of month-end debt levels with-
in that taxable year (without taking 
into account any increase in month-
end debt levels occurring in such tax-
able Year after the new historic lowest 
month-end debt level is attained).

Example. X is a calendar year taxpayer 
that had $100 of indebtedness outstanding on 
November 16, 1985. X’s month-end debt level 
remained $100 for all subsequent months 
until July 1987, when X’s month-end debt 
level fell to $50. In computing transition re-
lief for 1987, X’s general phase-in amount 
cannot exceed $75 (900 divided by 12), which is 
the average of month-end debt levels in 1987. 
Assuming that X’s month-end debt level for 
any subsequent month does not fall below 
$50, the limitation on its general phase-in 
amount for all taxable years after 1987 will 
be $50, its historic lowest month-end debt 
level after October 1985.

(c) Nonapplication of the consolidation 
rule—(1) General rule. In the case of 
each of the first five taxable years of 
the taxpayer beginning after December 
31, 1986, the consolidation rule con-
tained in § 1.861–11T(c) shall not apply 
to interest expenses paid or accrued by 
the taxpayer during the taxable year 
with respect to an aggregate amount of 
indebtedness which does not exceed the 
special phase-in amount, as defined in 
paragraph (c)(2) of this section. 

(2) Special phase-in amount. The spe-
cial phase-in amount is the sum of— 

(i) The general phase-in amount, 
(ii) The five-year phase-in amount, 

and 
(iii) The four-year phase-in amount. 
(3) Five-year phase-in amount. The 

five-year phase-in amount is the lesser 
of— 

(i) The applicable percentage (the 
‘‘unreduced percentage’’ in the fol-

lowing table) of the five-year debt 
amount, or 

(ii) The applicable percentage (the 
‘‘reduced percentage’’ in the following 
table) of the five-year debt amount re-
duced by paydowns (if any):

Transition year Unreduced 
percentage 

Reduced 
percentage 

Year 1 ........................................ 81⁄3 10
Year 2 ........................................ 162⁄3 25
Year 3 ........................................ 25 50
Year 4 ........................................ 331⁄3 100
Year 5 ........................................ 162⁄3 100

(4) Four-year phase-in amount. The 
four-year phase-in amount is the lesser 
of— 

(i) The applicable percentage (the 
‘‘unreduced percentage’’ in the fol-
lowing table) of the four-year debt 
amount, or 

(ii) The applicable percentage (the 
‘‘reduced percentage’’ in the following 
table) of the four-year debt amount re-
duced by paydowns (if any) to the ex-
tent that such paydowns exceed the 
five-year debt amount:

Transition year Unreduced 
percentage 

Reduced 
percentage 

Year 1 ........................................ 5 61⁄4
Year 2 ........................................ 10 162⁄3
Year 3 ........................................ 15 371⁄2
Year 4 ........................................ 20 100

(5) Five-year debt amount. The ‘‘five-
year debt amount’’ means the excess (if 
any) of— 

(i) The amount of the outstanding in-
debtedness of the taxpayer on May 29, 
1985, over 

(ii) The amount of the outstanding 
indebtedness of the taxpayer on De-
cember 31, 1983. The five-year debt 
amount shall not exceed the aggregate 
amount of indebtedness of the taxpayer 
outstanding on November 16, 1985. 

(6) Four-year debt amount. The ‘‘four-
year debt amount’’ means the excess (if 
any) of— 

(i) The amount of the outstanding in-
debtedness of the taxpayer on Decem-
ber 31, 1983, over 

(ii) The amount of the outstanding 
indebtedness of the taxpayer on De-
cember 31, 1982. 

The four-year debt amount shall not 
exceed the aggregate amount of indebt-
edness of the taxpayer outstanding on 
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November 16, 1985, reduced by the five-
year debt amount. 

(7) Paydowns. The term ‘‘paydowns’’ 
means the excess (if any) of— 

(i) The aggregate amount of indebt-
edness of the taxpayer outstanding on 
November 16, 1985, over 

(ii) The limitation on the general 
phase-in amount described in para-
graph (b)(3) of this section. 

Paydowns are first applied to the 
five-year debt amount to the extent 
thereof and then to the four-year debt 
amount for purposes of computing the 
five-year and the four-year phase-in 
amounts. 

(d) Treatment of affiliated group. For 
purposes of this section, all members of 
the same affiliated group of corpora-
tions (as defined in § 1.861–11(d)) shall 
be treated as one taxpayer whether or 
not such members filed a consolidated 
return. Interaffiliate debt is not taken 
into account in computing transition 
relief. Moreover, any reduction in the 
amount of interaffiliate debt is not 
taken into account in determining the 
amount of paydowns. 

(e) Mechanics of computation—(1) Step 
1: Determination of the amounts within 
the various categories of debt. Each sepa-
rate member of an affiliated group 
must determine each of its following 
amounts: 

(i) November 16, 1985 amount. The 
amount of its debt outstanding on No-
vember 16, 1985 (after the elimination 
of interaffiliate indebtedness), 

(ii) Unreduced five-year debt. The 
amount of any net increase in the 
amount of its indebtedness on May 29, 
1985 (after elimination of interaffiliate 
indebtedness) over the amount of its 
indebtedness on December 31, 1983 
(after elimination of interaffiliate in-
debtedness), 

(iii) Unreduced four-year debt. The 
amount of any net increase in the 
amount of its indebtedness on Decem-
ber 31, 1983 (after elimination of inter-
affiliate indebtedness) over the amount 
of its indebtedness on December 31, 1982 
(after elimination of interaffiliate in-
debtedness), and 

(iv) Month-end debt. The amount of 
its month-end debt level for all months 
after October 1985 (after elimination of 
interaffiliate indebtedness). 

(2) Step 2: Aggregation of the separate 
company amounts. Each of the des-
ignated amounts for the separate com-
panies identified in Step 1 must be ag-
gregated in order to compute consoli-
dated transition relief. Paragraph 
(e)(10)(iv) of this section (Step 10) re-
quires the use of the taxpayer’s current 
year average debt level for the purpose 
of computing the percentages of debt 
that are subject to the three sets of 
rules that are identified in Step 10. For 
use in that computation, the taxpayer 
should compute the current year aver-
age debt level by aggregating separate 
company month-end debt levels and 
then by averaging those aggregate 
amounts. 

(3) Step 3: Calculation of the lowest his-
toric month-end debt level of the tax-
payer. In order to calculate the lowest 
historic month-end debt level of the 
taxpayer, determine the month-end 
debt level of each separate company for 
each month ending after October 1985 
and aggregate these amounts on a 
month-by-month basis. On such aggre-
gate basis, in any taxable year in 
which the taxpayer attains an aggre-
gate new lowest historic month-end 
debt level, add together all the aggre-
gate month-end debt levels within the 
taxable year (without taking into ac-
count any increase in aggregate debt 
level subsequent to the attainment of 
such lowest historic month-end debt 
level) and divide by the number of 
months in that taxable year, yielding 
the average of month-end debt levels 
for such year. Such average shall con-
stitute the taxpayer’s lowest historic 
month-end debt level for that taxable 
year in which the aggregate new lowest 
historic month-end debt level was at-
tained. Unless otherwise specified, all 
subsequent references to any amount 
refer to the aggregate amount for all 
members of the same affiliated group 
of corporations. 

(4) Step 4: Computation of paydowns. 
Paydowns equal the amount by which 
the November 16, 1985 amount exceeds 
the taxpayer’s lowest historic month-
end debt level, determined under Step 
3. 

(5) Step 5: Computation of limitations 
on unreduced five-year debt and unre-
duced four-year debt. (i) The unreduced 
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five-year debt cannot exceed the No-
vember 16, 1985 amount. 

(ii) The unreduced four-year debt 
cannot exceed the November 16, 1985 
amount less the unreduced five-year 
debt. 

(6) Step 6: Computation of reduced five-
year and reduced four-year debt—(i) Re-
duced five-year debt. Compute the 
amount of reduced five-year debt by 
subtracting from the unreduced five-
year debt (see Step 5) the amount of 
paydowns (see Step 4). 

(ii) Reduced four-year debt. To the ex-
tent that the amount of paydowns (see 
step 4) exceeds the amount of unre-
duced five-year debt (see Step 5), com-
pute the amount of reduced four-year 
debt by subtracting such excess from 
the unreduced four-year debt (see Step 
1). 

(iii) To the extent that paydowns do 
not offset either the unreduced five-
year amount or the unreduced four-
year amount, the reduced and the unre-
duced amounts are the same. 

(7) Step 7: Computation of the general 
phase-in amount. The general phase-in 
amount is the lesser of— 

(i) The percentage of the November 
16, 1985 amount designated for the rel-
evant transition year in the table 
below, or 

(ii) The lowest group month-end debt 
level (see Step 3).

GENERAL PHASE-IN TABLE 

Transition year Percentage 

Year 1 ................................................................ 75
Year 2 ................................................................ 50
Year 3 ................................................................ 25

(8) Step 8: Computation of Five-Year 
Phase-in Amount. The five-year phase-
in amount is the lesser of— 

(i) The percentage of the unreduced 
five-year debt designated for the rel-
evant transition year in the table 
below, or 

(ii) The percentage of the reduced 
five-year debt designated for the rel-
evant transition year in the table 
below.

FIVE-YEAR PHASE-IN TABLE 

Transition year Unreduced 
percentage 

Reduced 
percentage 

Year 1 ........................................ 81⁄3 10
Year 2 ........................................ 162⁄3 25

FIVE-YEAR PHASE-IN TABLE—Continued

Transition year Unreduced 
percentage 

Reduced 
percentage 

Year 3 ........................................ 25 50
Year 4 ........................................ 331⁄3 100
Year 5 ........................................ 162⁄3 100

(9) Step 9: Computation of Four-year 
Phase-in Amount. The four-year phase-
in amount is the lesser of— 

(i) The percentage of the unreduced 
four-year debt designated for the rel-
evant transition year in the table 
below, or 

(ii) The percentage of the reduced 
four-year debt designated for the rel-
evant transition year in the table 
below.

FOUR-YEAR PHASE-IN TABLE 

Transition year Unreduced 
percentage 

Reduced 
percentage 

Year 1 ........................................ 5 61⁄4
Year 2 ........................................ 10 162⁄3
Year 3 ........................................ 15 371⁄2
Year 4 ........................................ 20 100

(10) Step 10: Determination of group 
debt ratio and application of transition 
relief to separate company interest ex-
pense. (i) The general phase-in amount 
consists of the amount computed under 
Step 7. Interest expense on this amount 
is subject to pre-1987 rules of allocation 
and apportionment. 

(ii) The post-1986 separate company 
amount consists of the sum of the 
amounts determined under Steps 8 and 
9. Interest expense on this amount is 
subject to post-1986 rules of allocation 
and apportionment as applied on a sep-
arate company basis. Thus, § 1.861–
11T(c) does not apply with respect to 
this amount of indebtedness. Because 
the consolidation rule does not apply, 
stock in affiliated corporations shall be 
taken into account in computing the 
apportionment fractions for each sepa-
rate company in the same manner as 
under pre-1987 rules. 

(iii) The post-1986 one-taxpayer 
amount consists of any indebtedness 
that does not qualify for transition re-
lief under Steps 7, 8, and 9. Interest ex-
pense on this amount is subject to 
post-1986 rules as applied on a consoli-
dated basis. 

(iv) To determine the extent to which 
the interest expense of each separate 
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company is subject to any of these sets 
of allocation and apportionment rules, 
each company shall prorate its own in-
terest expense using two fractions. The 
general phase-in fraction is the general 
phase-in amount over the current year 
average debt level of the affiliated 
group (see Step 2). The post-1986 sepa-
rate company fraction is the post-1986 
separate company amount over the 
current year average debt level of the 
affiliated group. The balance of each 
separate company’s interest expense is 
subject to post-1986 one-taxpayer rules. 

(f) Example. XYZ form an affiliate 
group. 

(1) Step 1: Determination of the 
amounts within the various debt cat-
egories.

Historic 3rd 
party debt Increase 

Company X: 
Nov. 16, 1985 ..................... $100,000 ....................
May 29, 1983 (5-year) ....... 90,000 $10,000
Dec. 31, 1983 (4-year) ....... 80,000 10,000
Dec. 31, 1982 ..................... 70,000 ....................
Current Interest Expense ... 10,000 ....................

Company Y: 
Nov. 16, 1985 ..................... 200,000 ....................
May 29, 1985 (5-year) ....... 170,000 120,000
Dec. 31, 1983 (4-year) ....... 50,000 10,000
Dec. 31, 1982 ..................... 40,000 ....................
Current Interest Expense ... 30,000 ....................

Company Z: 
Nov. 16, 1985 ..................... 300,000 ....................
May 29, 1985 (5-year) ....... 300,000 50,000
Dec. 31, 1983 (4-year) ....... 250,000 100,000
Dec. 31, 1982 ..................... 150,000 ....................
Current Interest Expense ... 30,000 ....................

(2) Step 2: Aggregation of the separate 
company amounts.
Aggregate Nov. 16, 1985 ................... $600,000
Aggregate 5-year debt .................... 180,000
Aggregate 4-year debt .................... 120,000
Current year average debt level ..... 700,000

(3) Step 3: Calculation of lowest his-
toric month-end debt level. 

An analysis of historic month-end 
debt levels indicates that in 1986, 
XYZ’s aggregate month-end debt level 
fell to $500,000, which represents the 
lowest sum for all years under consid-
eration. Because this historic low oc-
curred in a prior tax year, there is no 
averaging of month-end debt levels in 
the current taxable year. 

(4) Step 4: Computation of paydowns. 
The aggregate November 16, 1985 

amount ($600,000), less the lowest his-
toric month-end debt level ($500,000), 

yields a total paydown in the amount 
of $100,000. 

(5) Step 5: Computation of limitations 
on aggregate unreduced five-year debt 
and aggregate unreduced four-year 
debt.
Aggregate Nov. 16, 1985 amount ...... $600,000
Aggregate unreduced 5-year debt ... 180,000
Aggregate unreduced 4-year debt ... 120,000

Because the November 16, 1985 
amount exceeds the unreduced 4- and 5-
year debt, the full amount of the 4- and 
5-year debt qualify for transition relief. 
In cases where the November 16, 1985 
amount is less than the 4- or 5-year 
debt (or the sum of both), the latter 
amounts are limited to the November 
16, 1985 amount. See the limitations on 
the 4-year and 5-year debt amounts in 
paragraphs (c)(6) and (c)(5), respec-
tively, of this section. 

(6) Step 6: Computation of reduced 
five-year and four-year debt. The 
paydowns computed under Step 4 are 
deemed to first offset the aggregate un-
reduced five-year debt. Accordingly, 
the reduced amount of five-year debt is 
$80,000. Since the paydowns are less 
than the aggregate unreduced five-year 
debt, there is no paydown in connec-
tion with aggregate unreduced four-
year debt. Accordingly, the unreduced 
four-year debt and the reduced four-
year debt are both considered to be 
$120,000. 

(7) Step 7: Computation of the general 
phase-in amount. In transition year 1, 
the general transition amount is the 
lesser of: 

(i) 75 percent of the aggregate No-
vember 16, 1985 amount (75% of $600,000 
= $450,000); or 

(ii) the lowest month-end debt level 
since November 16, 1985 ($500,000). 

Therefore, the general transition 
amount is $450,000. 

(8) Step 8: Computation of the five-
year phase-in amount. In transition 
year 1, the five-year phase-in amount is 
the lesser of: 

(i) 81⁄3 percent of the unreduced five-
year amount (81⁄3% of $180,000=$15,000); 
or 

(ii) 10 percent of the reduced five-
year amount (10% of $80,000=$8,000). 

Therefore, the five-year phase-in 
amount is $8,000. 

(9) Step 9: Computation of the four-
year phase-in amount. In transition 
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year 1, the four-year phase-in amount 
is the lesser of: 

(i) 5 percent of the unreduced four-
year amount (5% of $120,000=$6,000); or 

(ii) 61⁄4 percent of the reduced four-
year amount (61⁄4% of $120,000=$7,500). 

Therefore, the four-year phase-in 
amount is $6,000. 

(10) Step 10: Determination of group 
debt ratio and application of relief to 
separate company interest expense. 

(i) As determined under Step 7, inter-
est expense on a total of $450,000 of the 
XYZ debt in the first transition year is 
computed under pre-1987 rules of allo-
cation and apportionment. 

(ii) The sum of Steps 8 ($8,000) and 9 
($6,000) is $14,000. Interest expense on a 
total of $14,000 of XYZ debt is com-
puted under post-1986 rules of alloca-
tion and apportionment as applied on a 
separate company basis. 

(iii) The balance of XYZ’s current 
year interest expense is computed 
under post-1986 rules of allocation and 
apportionment as applied on a consoli-
dated basis. X, Y, and Z, respectively, 
have current interest expense of 
$10,000, $30,000, and $30,000. Thus, 64.3 
percent (450,000/700,000) of the interest 
expense of each separate company is 
subject to pre-1987 rules. Two percent 
(14,000/700,000) of the interest expense of 
each separate company is subject to 
post-1986 rules applied on a separate 
company basis. Finally, the balance of 
each separate company’s current year 
interest expense (33.7 percent) is sub-
ject to post-1986 rules applied on a con-
solidated basis. 

(g) Corporate transfers—(1) Effect on 
transferee—(i) General rule. Except as 
provided in paragraph (g)(1)(ii) of this 
section, if a domestic corporation or an 
affiliated group acquires stock in a do-
mestic corporation that was not a 
member of the transferee’s affiliated 
group before the acquisition, but be-
comes a member of the transferee’s af-
filiated group after the acquisition, the 
transferee group shall take into ac-
count the following transition at-
tributes of the acquired corporation in 
computing its transition relief: 

(A) November 16, 1985 amount; 
(B) Unreduced five-year amount; 
(C) Unreduced four-year amount; and 
(D) The amount of any transferor 

paydowns attributed to the acquired 

corporation under the rules of para-
graph (h)(1) of this section. 

(ii) Special rule for year of acquisition. 
To compute the amount of the transi-
tion attributes described in paragraph 
(g)(1)(i) of this section that a transferee 
takes into account in the transferee’s 
taxable year of the acquisition, such 
transition attributes shall be multi-
plied by a fraction, the numerator of 
which is the number of months within 
the taxable year that the transferee 
held the acquired corporation and the 
denominator of which is the number of 
months in such taxable year. In order 
for the transferee to assert ownership 
of a subsidiary for a given month, the 
transferee and the acquired corpora-
tion must be affiliated corporations as 
of the last day of the month. In addi-
tion, the transferor and the transferee 
shall take account of the month-end 
debt level of the transferred corpora-
tion only for those months at the end 
of which the transferred corporation 
was a member of the transferor’s or the 
transferee’s respective affiliated group. 

(iii) Aggregation of transition at-
tributes. The transition attributes of 
the acquired corporation shall be ag-
gregated with the respective amounts 
of the transferee group. 

(iv) Conveyance of transferor 
paydowns. The total paydowns of the 
transferee group shall include the 
amount of any paydown of the trans-
feror group that was attributed to the 
acquired corporation under the rules of 
paragraph (h)(1) of this section. 

(v) Effect of certain elections. If an 
election— 

(A) Is made under section 338(g) 
(whether or not an election under 
338(h)(10) is made), 

(B) Is deemed to be made under sec-
tion 338(e) (other than (e)(2)), or section 
338(f), or, 

(C) Is made under section 336(e), no 
indebtedness of the acquired corpora-
tion shall qualify for transition relief 
for the year such election first becomes 
effective and for subsequent taxable 
years, and no other transition at-
tributes of the acquired corporation 
shall be taken into account by the 
transferee group. 

(2) Effect on transferor—(i) General 
rule. Except as provided in paragraph 
(g)(2)(ii) of this section, in the case of 
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an acquisition of a member of an affili-
ated group by a nonmember of the 
group, the transferor shall not take 
into account the transition attributes 
of the acquired corporation in com-
puting the transition relief of the 
transferor group in subsequent taxable 
years. Thus, the November 16, 1985 
amount, the unreduced five-year and 
four-year debt amounts, and the end-
of-month debt levels of the transferor 
group shall be computed without re-
gard to the acquired corporation’s re-
spective amounts for purposes of com-
puting transition relief of the tranferor 
group for years thereafter. 

(ii) Special rule for the year of disposi-
tion. To compute the amount of the 
transition attributes described in para-
graph (g)(2)(i) of this section that a 
transferor shall take into account in 
the transferor’s taxable year of the dis-
position, such transition attributes 
shall be multiplied by a fraction, the 
numerator of which is the number of 
months within the taxable year that 
the transferor held the acquired cor-
poration and the denominator of which 
is the number of months in such tax-
able year. In order for the transferor to 
assert ownership of a subsidiary for a 
given month, the transferor and the ac-
quired corporation must be affiliated 
corporations as of the last day of the 
month. 

(iii) Effect of prior paydowns. Any 
paydowns of the acquired corporation 
that are considered to reduce the debt 
of other members of the transferor 
group under the rules of paragraph 
(h)(1) of this section (whether incurred 
in a prior taxable year or in that por-
tion of a year of disposition that is 
taken into account by the transferor) 
shall continue to be taken into account 
by the transferor group after the dis-
position. 

(3) Special rule for assumptions of in-
debtedness. In connection with the 
transfer of a corporation, if the indebt-
edness of an acquired corporation is as-
sumed by any party other than the 
transferee or another member of the 
transferee’s affiliated group, the tran-
sition attributes of the acquired cor-
poration shall not be taken into ac-
count in computing the transition re-
lief of the transferee group. See para-
graph (g)(2) of this section concerning 

the treatment of the transferor group. 
Also in connection with the transfer of 
a corporation, if the transferee or an-
other member of the transferee’s affili-
ated group assumes the indebtedness of 
an acquired corporation, such assumed 
indebtedness shall only qualify for 
transition relief during the period in 
which the acquired corporation re-
mains a member of the transferee 
group. Further, if the transferee group 
subsequently disposes of the acquired 
corporation, the indebtedness of the ac-
quired corporation will continue to 
qualify for transition relief only if the 
indebtedness is assumed by the new 
purchaser as of the time such corpora-
tion is acquired. 

(4) Effect of asset sales. If substan-
tially all of the assets of a corporation 
are sold, the indebtedness of such cor-
poration shall cease to be qualified for 
transition relief. Thus, the transition 
attributes of such corporation shall not 
be taken into account in computing 
transition relief. 

(h) Rules for attributing paydowns 
among separate companies—(1) General 
rule. In the case of a corporate transfer 
under paragraph (g) of this section, it 
is necessary to determine the amount 
of paydowns attributable to the ac-
quired corporation. Under paragraph 
(c)(7) of this section, paydowns are 
deemed to reduce first the five-year 
phase-in amount, then the four-year 
phase-in amount, and then the general 
phase-in amount. Thus, for example, a 
reduction in indebtedness of the group 
caused by a reduction in the debt of a 
group member that has no five-year 
debt will nevertheless be deemed under 
this ordering rule to reduce the indebt-
edness of those group members that do 
have five-year debt. In order to pre-
serve the effect of paydowns caused by 
a reduction, each member must deter-
mine on a separate company basis at 
the time of any transfer of any member 
of the affiliated group the impact of 
paydowns (including those paydowns 
occurring in the year of transfer prior 
to the time of the transfer) on the var-
ious categories of indebtedness. 

(2) Mechanics of computation. Separate 
company accounts of paydowns are de-
termined by prorating any paydown 
among all group members with five-
year debt to the extent thereof on the 
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basis of the relative amounts of five-
year debt. Paydowns in excess of five-
year debt are prorated on a similar 
basis among all group members with 
four-year debt to the extent thereof on 
the basis of the relative amounts of 
four-year debt. Paydowns in excess of 
four-year and five-year debt are pro-
rated among all group members with 
general phase-in debt to the extent 
thereof on the basis of the relative 
amounts of general phase-in debt. After 
an initial paydown has been prorated 
among the members of an affiliated 
group, any further reduction in the 
amount of aggregate month-end debt 
level as compared to the November 16, 
1985 amount is prorated among all 
members of the affiliated group based 
on the remaining net amounts of four-
year and five-year debt. 

(3) Examples. The rules of paragraphs 
(g) and (h) of this section may be illus-
trated by the following examples.

Example 1— Computing separate company ac-
counts of reductions—(i) Facts. XYZ con-
stitutes an affiliated group of corporations 
that has a calendar taxable year and the fol-
lowing transition attributes:

Historic 3rd 
party debt Increase 

Company X: 
Nov. 16, 1985 ..................... $100,000 ....................
May 29, 1985 (5-year) ....... 80,000 $0
Dec. 31, 1983 (4-year) ....... 80,000 10,000
Dec. 31, 1982 ..................... 70,000 ....................

Company Y: 
Nov. 16, 1985 ..................... 200,000 ....................
May 29, 1985 (5-year) ....... 170,000 120,000
Dec. 31, 1983 (4-year) ....... 50,000 10,000
Dec. 31, 1982 ..................... 40,000 ....................

Company Z: 
Nov. 16, 1985 ..................... 300,000 ....................
May 29, 1985 (5-year) ....... 290,000 40,000
Dec. 31, 1983 (4-year) ....... 250,000 100,000
Dec. 31, 1982 ..................... 150,000 ....................

In 1986, the XYZ group attained its lowest 
historic month-end debt level of $500,000. Be-
cause the November 16, 1985 amount is 
$600,000 the XYZ group therefore has a 
paydown in the amount of $100,000. This 
paydown partially offsets the $160,000 of five-
year debt in the XYZ group. 

(ii) Analysis. Applying the rule of para-
graph (h)(1) of this section, separate com-
pany accounts of paydowns are computed by 
prorating the $100,000 paydown among those 
members of the group that have five-year 
debt. Accordingly, the paydown is prorated 
between Y and Z as follows:

To Y:

$100,
$120,

$160,
$75,000

000

000
000× =

To Z:

$100,
$40,

$160,
$25,000

000

000
000× =

Example 2— Corporate acquisitions—(i) Facts. 
The facts are the same as in example 1. On 
July 15, 1987, the XYZ group sells all the 
stock of Y to A. Having held the stock of Y 
for six months in 1987, the XZ group com-
putes its transition relief for that year tak-
ing into account half of the transition at-
tributes of Y. AY constitutes an affiliated 
group of corporations after the acquisition. 
Having held the stock of Y for six months in 
1987, the AY group computes its transition 
relief for that year taking into account half 
of the transition attributes of Y. In 1987, the 
AY group attained a new lowest month-end 
debt level that yields an average lowest 
month-end debt level for 1987 of $150,000. 

(ii) Transferee group. The following analysis 
applies in determining transition relief for 
purposes of apportioning the interest ex-
pense of the transferee group for 1987. The 
AY group has the following transition at-
tributes for 1987:

Historic 3rd 
party debt Increase 

Company A: 
Nov. 16, 1985 ..................... $100,000 ....................
May 29, 1985 (5-year) ....... 250,000 $5,000
Dec. 31, 1983 (4-year) ....... 245,000 10,000
Dec. 31, 1982 ..................... 235,000 ....................

Company Y (half-year 
amounts): 

Nov. 16, 1985 ..................... 100,000 ....................
May 29, 1985 (5-year) ....... 85,000 60,000
Dec. 31, 1983 (4-year) ....... 25,000 5,000
Dec. 31, 1982 ..................... 20,000 ....................
Pre-acquisition year 

paydown by another 
member of the transferor 
group that reduced Y’s 
five-year debt (one half of 
$75,000) .......................... 37,500 ....................

Because the November 16, 1985 amount of the 
AY group in 1987 is $200,000 and because the 
1987 average of historic month-end debt lev-
els was $150,000, the AY group has a paydown 
in the amount of $50,000. In addition, the 1986 
paydown by the XYZ group that was deemed 
to reduce Y debt is added to the paydown 
computed above, yielding a total paydown of 
$87,500. This amount is prorated between 
members, eliminating the four and five year 
debt of the AY group. Note that Y is only a 
member of the AY group for half of the 1987 
taxable year. In 1988, Y’s entire transition 
indebtedness and a $75,000 paydown must be 
taken into account in computing the amount 
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of interest expense eligible for transition re-
lief. 

(iii) Transferor group. The following anal-
ysis applies in determining transition relief 
for purposes of apportioning the interest ex-
pense of the transferor group for 1987. The 
XZ group has the transition attributes stat-
ed below for 1987. In 1987, the XZ group at-
tained a new lowest month-end debt level 
that yields an average lowest month-end 
debt level for 1987 of $250,000.

Historic 3rd 
party debt Increase 

Company X: 
Nov. 16, 1985 ..................... $100,000 ....................
May 29, 1985 (5-year) ....... 80,000 $0
Dec. 31, 1983 (4-year) ....... 80,000 10,000
Dec. 31, 1982 ..................... 70,000 ....................
Pre-disposition paydown 

that reduced X’s debt ..... 0 ....................
Company Y (half-year 

amounts): 
Nov. 16, 1985 ..................... 100,000 ....................
May 29, 1985 (5-year) ....... 85,000 60,000
Dec. 31, 1983 (4-year) ....... 25,000 5,000
Dec. 31, 1982 ..................... 20,000 ....................
Pre-disposition paydown 

that reduced Y’s debt ..... 37,500 ....................
Company Z: 

Nov. 16, 1985 ..................... 300,000 ....................
May 29, 1985 (5-year) ....... 290,000 40,000
Dec. 31, 1983 (4-year) ....... 250,000 100,000
Dec. 31, 1982 ..................... 150,000 ....................
Pre-disposition paydown 

that reduced Z’s debt ..... 25,000 ....................

Because the revised November 16, 1985 
amount of the XZ group is $500,000 and be-
cause the 1987 average of lowest historic 
month-end debt levels of the XZ group was 
$250,000, the XZ group has a paydown in the 
amount of $250,000. This paydown offsets the 
total five and four year debt of the XZ group. 
Had the 1987 paydown of the XZ group been 
an amount less than the five-year amount, 
the paydown would have been prorated based 
on Y’s adjusted 5-year amount of $22,500 and 
Z’s adjusted 5-year amount of $15,000.

[T.D. 8257, 54 FR 31820, Aug. 2, 1989]

§ 1.861–14 Special rules for allocating 
and apportioning certain expenses 
(other than interest expense) of an 
affiliated group of corporations. 

(a) through (c) [Reserved]. For fur-
ther guidance, see § 1.861–14T(a) 
through (c). 

(d) Definition of affiliated group—(1) 
General rule. For purposes of this sec-
tion, the term affiliated group has the 
same meaning as is given that term by 
section 1504, except that section 936 
corporations (as defined in § 1.861–
11(d)(2)(ii)) are also included within the 
affiliated group to the extent provided 
in paragraph (d)(2) of this section. Sec-

tion 1504(a) defines an affiliated group 
as one or more chains of includible cor-
porations connected through 80-percent 
stock ownership with a common parent 
corporation which is an includible cor-
poration (as defined in section 1504(b)). 
In the case of a corporation that either 
becomes or ceases to be a member of 
the group during the course of the cor-
poration’s taxable year, only the ex-
penses incurred by the group member 
during the period of membership shall 
be allocated and apportioned as if all 
members of the group were a single 
corporation. In this regard, the appor-
tionment factor chosen shall relate 
only to the period of membership. For 
example, if apportionment on the basis 
of assets is chosen, the average amount 
of assets (tax book value or fair market 
value) for the taxable year shall be 
multiplied by a fraction, the numer-
ator of which is the number of months 
of the corporation’s taxable year dur-
ing which the corporation was a mem-
ber of the affiliated group, and the de-
nominator of which is the number of 
months within the corporation’s tax-
able year. If apportionment on the 
basis of gross income is chosen, only 
gross income generated during the pe-
riod of membership shall be taken into 
account. If apportionment on the basis 
of units sold or sales receipts is chosen, 
only units sold or sales receipts during 
the period of membership shall be 
taken into account. Expenses incurred 
by the group member during its tax-
able year, but not during the period of 
membership, shall be allocated and ap-
portioned without regard to other 
members of the group. This paragraph 
(d)(1) applies to taxable years begin-
ning after December 31, 1989. 

(2) Inclusion of section 936 corpora-
tions—(i) General rule. Except as other-
wise provided in paragraph (d)(2)(ii) of 
this section, the exclusion from the af-
filiated group of section 936 corpora-
tions under section 1504(b)(4) does not 
apply for purposes of this section. 
Thus, a section 936 corporation that 
meets the ownership requirements of 
section 1504(a) is a member of the af-
filiated group. 

(ii) Exception for purposes of alter-
native minimum tax. The exclusion from 
the affiliated group of section 936 cor-
porations under section 1504(b)(4) shall 
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